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SUBJECT: Earned | ncone Credit

SUMVARY

This bill would provide a nonrefundable Earned Incone Credit (EIC) in an anount
equal to an unspecified percentage of the earned inconme credit allowed by federal
law. This bill also would provide that the Franchise Tax Board (FTB) shall train
and i nform enpl oyers regardi ng enpl oyees being all owed to nmake wi t hhol di ng
adjustnments to reflect the credit.

EFFECTI VE DATE

This bill would be effective imedi ately upon enactnent and would apply to
taxabl e years begi nning on or after January 1, 2000.

LEG SLATI VE H STORY

SB 1421 (2000) proposes a refundable EIC, AB 2466 (2000) proposes a nonrefundabl e
ElIC, and AB 2490 (2000) would require enployers to notify their enployees of the
availability of the federal EIC. AB 1370 (1999), which would have required

enpl oyers to notify their enployees of each enployee's possible eligibility for
the federal earned incone credit, was vetoed. SB 43 (1997), AB 83 (1997) and

AB 470 (1997) each proposed an EIC. SB 43 and AB 470 failed to pass out of the
first house by January 31 of the second year of the session; AB 83 failed passage
in Senate Appropriations.

PROGRAM HI STORY/ BACKGROUND

Prior to its sunset in 1992, California | aw provided a nonrefundabl e | owi ncome
tax credit of an ampount ranging from20%to 100% of the “conputational tax,” as
defined, based on the taxpayer’s adjusted gross incone (AGd). The AG anounts
wer e i ndexed annually by the FTB. The “conputational tax” was defined as the
regular tax less all nonrefundable tax credits. This lowinconme tax credit could
only be taken after all other allowable credits, except refundable credits.

SPECI FI C FI NDI NGS

Existing federal law allows eligible individuals a refundable EIC. A refundable
credit allows for the excess of the credit over the taxpayer’'s tax liability to
be refunded to the taxpayer. The credit is a percentage of the taxpayer’s earned
i ncone and i s phased out as income increases. The percentage varies, based on
whet her the taxpayer has qualifying children
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The federal credit for the 1999 taxable year is determ ned as foll ows:

El i gi bl e I ndi vi dual Ear ned Compl etely Credit % | Maxi mum
W th | ncome Phased- out @ Credit
1 qualifying child $6, 800 $26, 928 34 $2, 312
2 or nore qualifying | $9,500 $30, 580 40 $3, 816
chil dren

no qualifying $4, 500 $10, 200 7.65 $347
chil dren

Wirkers cannot claimthe federal EICif their 1999 investnent incone (such as
interest and dividends) is nore than $2,350. The anount of the federal EICis
reduced by the alternative mninumtax (AMI), if any.

Existing federal |aw specifies that if the federal EIC was denied and it was
determ ned that the error was due to reckless or intentional disregard of the
federal EICrules, the EICw Il not be allowed for the next two years. |[If the
error was due to fraud, then the EIC will not be allowed for the next ten years.

Existing federal law allows an eligible individual to receive advance paynent of
the EIC in his or her paycheck by adjusting the anbunt of tax withholding. This
is acconplished by providing his or her enployer with a Form W5. Taxpayers who
recei ve advance paynents of the EIC nust file an income tax return. Any advance
paynments that exceed the allowable EIC are recaptured. VWhile EIC recipients may
pay little or no inconme tax, allowing the EIC to be received through advance
payrments is intended to offset the burden of social security and other payroll

t axes.

Exi sting state | aw provides various personal credits to taxpayers that may reduce
(but not below zero) their state inconme tax. Existing state |aw does not provide
an EIC. Existing state |law provides general rules that apply to the division of
credits anong two or nore taxpayers, a husband and wi fe, and partners.

State | aw provi des a personal exenption credit of $72 for each taxpayer, plus an

addi ti onal exenption credit for those individuals who are over 65 years of age or
are blind, and an exenption credit of $227 for each dependent. These anounts are
for 1999 and are increased annually for inflation.

Under state |aw, individuals who make [ ess inconme than the filing thresholds are
not required to file an income tax return since the standard deducti on and
personal exenption credit would elimnate any tax liability. For 1999, these
filing thresholds are $10,899 in gross income or $8,719 in AG for single

t axpayers and $21,798 in gross inconme or $17,438 in AGJ for married filing joint
t axpayers. These thresholds are increased based on the nunber of dependents.
These threshol ds al so are increased annually for inflation.

This bill would provide a nonrefundable EIC in an anount equal to an unspecified
percentage of the earned incone credit allowed by federal |aw

This bill would provide that the FTB shall train and inform enpl oyers regardi ng
enpl oyees being all owed to make withhol ding adjustnments to reflect the credit.

This bill would allow a carryover of any portion of this credit that exceeds the
taxpayer’s tax liability until the credit is exhausted.
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Pol i cy Consi derati ons

Most taxpayers eligible for the federal EIC probably have little or no
federal or state tax liability. |If the author’s intent is to provide

assi stance to | owincone taxpayers, the bill may not acconplish that intent
since a nonrefundable credit can only be taken as an offset against tax
liability. Taxpayers with AG bel ow specified anpbunts, shown bel ow, have no
filing requirement.

Singl e (no dependents) $8, 719
1 Child 2 or nore Children
Head of Househol d $16, 286 $21, 961
Married Filing Joint $25, 005 $30, 680
This bill does not specify a repeal date nor |limt the nunber of years for

the carryover. Credits typically are enacted with a repeal date to all ow
the Legislature to review their effectiveness. However, even if a repeal
date were added, the department would be required to retain the carryover on
the tax forns indefinitely because unlimted credit carryover is all owed.
Recent credits have been enacted with a carryover limt since experience
shows credits are typically used within eight years of being earned.

To avoid maki ng | owincone taxpayers contend with the conplexities of
computi ng AMI, the author may wish to anend the bill to allowthis credit to
reduce the regular tax bel ow tentative m ni mumt ax.

| npl emrent ati on Consi der ati ons

The proposed credit under this bill would be clained by | owincone

t axpayers. Lowincone taxpayers generally file their tax returns on forns
540A, 540EZ or 540-2EZ. To mnimze the conplexity of these returns,
credits that are allowed agai nst net tax, other than the nonrefundable
renters' credit, are not currently allowed on these fornms. Adding lines to
these forns would increase their conplexity and could have a noderate to
significant inpact on the departnent's operations.

This bill would require the FTB to provide training and information directly
to enpl oyers; however, the Enpl oynment Devel opnent Departnent (EDD) advi ses
enpl oyers on matters relating to withholding. |If such information could be
provided indirectly through this departnment’s normal mnethods for providing
information to tax preparers and taxpayers (i.e., instructions with tax
forms, the Tax News newsl etter) or through EDD advi sories, this provision
woul d not cause significant problens. |If this departnent were required to
contact all enployers in the state, significant resources wuld be required
to inplenment this provision. Carification is needed before the departnment
could inplenment this portion of the bill.

It is unclear if taxpayers would be ineligible for the state credit because
of reckless or intentional disregard of the rules or because of fraud in
claimng the state credit as provided under federal |aw
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Many taxpayers who qualify for the EIC may not have a filing requirenent.
Therefore, procedures would need to be established to enable such taxpayers
to docunent their California EIC for carryover purposes.

FI SCAL | MPACT

Depart nental Costs

The department’s costs to adm nister this bill cannot be determ ned unti
i npl enent ati on concerns have been resol ved.

Tax Revenue Esti mate

For this analysis, it is assunmed that the credit percentage woul d be 100% of
t he federal anmount.

This bill is estimated to create revenue | osses under the Personal |ncome
Tax Law as shown in the follow ng table.

Fi scal Year Cash Fl ow
Taxabl e Years Begi nning After Decenber 31, 1999
Enact ment Assumed After June 30, 2000
$ MIlions
2000-01 2001-02 2002- 03
-$15 -$16 -$16

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

Tax Revenue Di scussi on

The nunber of qualifying taxpayers will determ ne the revenue inpact for
this bill and the anmount of earned incone on which the credit is based.

These estimates were derived fromthe Departnent’s Personal |ncone Tax Mode
and grown by the U S. Treasury growmh rates specifically for the federa
earned i ncone credit.
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Pendi ng.



